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DECLARATION OF CHARLES R. PLOTT

1, Charles R. Plott, declare:

1. 1 am the Edward S. Harkness Professor of Economics and Political Science at

 the California Institute of Technology in Pasadena, California. My primary research area

includes behavioral foundations of economics and political science, laboratory experimental
methods, regulation, deregulation and policy design. Ihave over forty years experience in

those fields. 1 have a Bachelor’s degree in Production Management from Oklahoma State

University, a Master’s degree in Economics from Oklahoma State University and a Doctorate

degree in Economics from the University of Virginia. Iam the co-author of the study “Forced

Information Dislosure and the Fallacy of Transparency in Markets,” in which I summarized the

' results of my experimental economic analysis of the impact on markets, particularly the

California electricity market, of the disclosure of private information by market participants.

(This study is attached hereto as Exhibit A, and will be published in an upcoming issue of the

~ journal Economic Inguiry.) As such, I have special knowledge, skill, experience, training and

education necessary to form an opinion on the topic of information disclosure and its effect on
the California electricity market.

2. Moreover, the experiments discussed in the study were conducted under my
supervision. As such, I have personal knowledge of them and I could testify competently
about them if called as a witness. A full description of those experiments is set forth in the
study and is incotporated herein by reference.

3. T am making this declaration to explain how revealing to power producers the
amount of utility-specific information the Califonia Energy Commission (Commission) intends
to disclose will reduce competition and increase prices.

4. My experimental analysis demonstrated that reéuiring Investor-Owned Utilities
(IOUs) to reveal their net-short position to power suppliers will result in higher electricity

prices for the public. Knowing residual net short alone is sufficient for suppliers to manipuiate
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prices. Even if the Commission intends to reveat the capacity net short information three years

out from 2006, it will still be relevant, since IOUs rqutinely procure power five years forward.
5. This proposition follows from two economic facts. First, competitors can

deduce the power capacity that the IOUs plan to purchase in the market from knowledge of the

residual net short. Second, a natural consequence of knowledge among the power suppliers of

' the amount of capacity that the IOUs plan to purchase is an increase in the prices that the

company will pay. While the amount of any price impact will vary according to the
circumstances, the general competitive consequence is in only one direction — price increases.
In the case of electricity, this upward pressure can result in substantial price spikes.

6. That higher prices will result follows from well established and well tested
principles of market behavior. The tendency is a natural consequence of the strategic
behaviors that exist in the marketplace. The failure of regulators to appreciate the fact that
strategic behavior is ever present in markets often results in poorly-designed markets that do
not propeﬂy channel competition into its role of protecting the public. The Notice of Intent to
Release Aggregated Data at issue here is a good example.

7. The first question is whether the amount of capacity that the IOUs will purchase
can be deduced from knowledge of the net short positions. The IOUs must meet the peak
demand (plus reserve requirements) of their customers. They do not know when that peak will
oceur, but they must have sufficient available capacity to deliver the power when it does occur,
Thus, the net short reveals almost exactly how much capacity the IOUs must buy from
suppliers.

8. A second-question-is whether common knowledge of the amount that the IOUs
plan to purchase will result in higher prices. The principles at work to produce higher prices
have been demonstrated in many different contexts. It is well established that the larger the
number of competitors attempting to supply power, the lower will be the prices that the
company must pay.

9. Common sense supports the principle. It works through a combination of

numbers and uncertainty on the part of each competitor about what other competitors will do.
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Each competitor must adjust for that uncertainty through concessions to the buyer. Thus, a
reduction in the number of competitors will reduce competition and place upward pressure on
prices. Likewise, making critical information available to some competitors (suppliers, in this
case) leads to higher prices being paid by others (the customers of the IOUs.)

10.  An important fact is that, in essence, those who sell power to the IOUs are in
competition with the capacity already contracted for and owned by the I0Us. If the capacity
held by the IOUs is known to the sellers, the uncertainty from that competitive source is
removed and competition itself is reduced. Thus, a source that holds prices down is removed
and the tendency is for prices to increase. Revelation of the JOUs’ strategy has the same effect
as removing the uncertainty associated with one of the competitors. Revealing 10U
confidential net short information would be equivalent to asking one card player m a poker
tournament to play his or her hands face up while all other players do not reveal their cards.
The cost of poker for the “face up” player would be much higher because the other players
would have superior knowledge and could adjust their bets accordingly.

11.  Inthe special case of electricity demand this tendency for prices to increase
becomes exacerbated. Because of the nature of the demand for electricity and the company’s
requirement to meet that demand, knowledge of the quantity that the IOUs plan to purchase is
sufficient to reveal economically significant features of their willingness to pay for power.

12. A commonly known, collective “target” is created for suppliers, and if that
“target” is reached by the competitive suppliers the prices that all of them will be paid will
increase significantly. Thus, in addition to the natural reduction in competition, the
information creates incentives among competitors that also foretell upward pressures on prices.

13.  Figure 1 and Figure 2 outline the tendency described above in a graphical form.

14.  The basic law of supply and demand governs prices paid by the company for
power. Figure 1 (attached as Exhibit B) demonstrates the shape of the demand for power faced
by the power suppliers. The IOUs’ demand for power has a very distinctive shape. Itis
dictated by the high value of electricity to the consumers, the substantial inelasticity, or

insensitivity of consumer demands to price (large variations in price do not influence
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consumption patterns) and the sensitivity of customer demand to weather conditions. This
creates a peak demand that must be met. The time of that demand is uncertain, so the company
must purchase enough capacity to meet the need when it occurs.

15.  The key factor is the net short demand — the difference between the electricity
supply upon which the company can call and the expected peak demand. The willingness to
pay is very high until the capacity to cover the expected peak (including any reserve margin) is
reached, and then the willingness to pay drops dramatically due to the inelasticity of demand,
the insensitivity of demand to price.

16.  The company must meet the peak needs at almost any price, but additional
capacity has much less value, since the company has little need to purchase capacity beyond
that, The company’s net short position reveals that drop in willingness to pay.

17.  Figure 2 (attached as Exhibit C) illustrates the source of the incentive for
competitive supplicrs to adjust their strategies in the light of the information. With net short
demand known to them, suppliers have a collective incentive to hold back supply a little in the

expectation of pushing up the prices. The suppliers’ holding supply a bit results in slightly less

' resource supply than the net short demand of the company, and this scarce supply relative to

demand has a collective impact of increasing prices sharply.

18.  Each supplier, realizing the incentives of other suppliers, has a reinforced
incentive to raise prices bid in the competitive solicitation; Furthermore, as the solicitations
proceed in time the needs of the company become more visible to the suppliers, who can
collectively realize the “squeeze” if the company has failed to meet its needs. California
consumers are well aware of such “squeezes” and if regulations effectively tie the strategic
hands of the company, consumers will become aware of the squeezes in the future.

I declare under penalty of perjury under the laws of the State of California that the
foregoing is true and correct.

Executed on June 17, 2005 at Pasadena, California.

@/ﬂ&, b\@%

Charles R. Plott
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Abstract

The research addresses a widely held belief among regulators that any additional information
about the objectives and intentions of one side of 2 market made available to other market
participanis will improve market performance. The belief is about the principles of market
behavior in general in that the coordination of exchange will be better facilitated by any such
information revelation and both sides will be betier off. The experiment reported here is
specifically motivated by regulatory hearings before the California Public Utility Conumission on.
the California wholesale electricity market Electricity suppliers argue that the California public
would pay lower prices if the market demand by the major (public utility) buyers is knowa 1o
sellers. The markets studied are in the form of decentralized, privately negotiated contracts,

" typical of the wholesale eleciricity markets. The experiment demonstrates that such markets -
generally converge fo the comp etitive equilibrium. However, forced disclosure of demand works
1o the disadvantage of the disclosing side of the market. 1f the principles of market adjustment
observed in the laboratory are also operating in the California wholesale electricity market, the
proposed regulation forcing such disclosure would result in higher electricity prices for the
consuming California public.

* Cmson: Department of Economics, Krannert School of Management, Purdue ‘University, 403 West State Street,
West Lafayette, IN 47907-2056, USA. B-mail: cason@ment.purdue.edu. Plott: Division of the Humanities and
Social Bciences, 228-71, Califomis Institute of Technology, Pasadena, CA Bl 125, USA, E-mail:
cololi@hss.caligch.edy. Funding for these experiments was provided by Southern California Edison, Disclaimer:
The authors served as consultants for Southern California Edison before the Publie Utilities Commission of the State
of California concerning Order Instituting Rulemaking 10 Establish Policies and Cost Recovery Mechanisms for
Generation Procurement and Renewabie Resource Development, Rulemaking 0 1-10-024, Subsequent research
support was provided by the National Science Foundation and the Caltech Leboratory for Experimental Economics
and Political Science. )




Forced Information Disclosure and the Tallacy of Transparency in Markets

Timothy N. Cason and Charles R. Ploit

«  ratepayers (ie. California consumers) are aided when market participants
Tave access 1o this level of [comprehensive wiility planning data] information.
...market participants (e.g generators, cnergy service providers...} are able fo

more effectively plan to

meet the demands of ratepayers...[to] develop the most

efficient and cost-effective solution to meeting product demand.” (page g,
Comments of the Independent Energy Producers Association Copceming Data

Confidentiality, 2004)

“The C[alifornia] E[nergy] C[omission] does not believe that California

ratepayers will be harmed by a more transparent system.” (page 4) ... [it]

believes all planning ‘facts’ ought to be publicly available.® (page 7, California
Energy Commission’s Comments an Confidentiality of Planning and Procurement

Information, 2004)

L Introdiiciion

The preceding quotés, taken at face value, suggest that some commentators believe that

more information about the objectives of one side of & market made available to the other side of

' the market always improves the advantages of the market for all. One ofien sees the term

transparency 1o describe a wholesome objective for regulated markets, referring to the disclosure

“of private information by market patticipants. The belief is about the fundamental principles of

 price discovery in markets; that the law of supply and demand operate neutrally and more

efSciently if all information is public. This view is reflected, for example, in the “sunshine”

provisions of regulatory rulemaking in many states, as well as advice for financial markets from

fhe IMF (2001).

But is more informatjon always better? Motivated by a dispute over information

disclosurs proposed for California’s regulated utilities, this paper presents laboratory evidence

that forcing only some parties to reveal priva{e snformation when bargaining with others can

result in inferior terms of trade

for the revealing agents. In other words, forcing the utilities to




reveal confidential information regarding their energy demands to suppliers leads to highér
negotiated prices and yltimately higher electricity prices for California consumers. The‘ fallacy is
that greater information in malkets necessarily i m1p1 ovas market performance from the point of
view of all participants. While no detailed ﬂleory that leads to this view is oﬂ'emd, the fallacy
1tself appears to rest on a flawed mteq:ratahon of the law of supply and demand along the
fnllc;wing lines: Efficient market equilibration is identified with the Nosh Equilibrium of an .
associaled game theory model. F or the game 1o equilibrate at an efficient Nash equilibrium

compete information about player utility functions must be necessary. Therefore, markets will

work better if the utility functions are Jmown to ail. Of course, every sentence of the above

argument can be challenged as incorrect.

Our experiment evaluates the market implications of greater information dissemination
based on a static environment without endogenous entry or exit of supphers The quoles ghove
for California, zs well as the position of the European Federation. of Energy Traders, indicate that
‘commentators believe that one benefit of greater transparency arises through more efficient entry
decisions.! Althongh the experiment doe's not address thcsé long run considerations directly, ifc
does provide some indirect evidence that enfry could be atiracted by éreatcr information

dissemination becavse the information Jeads to higher prices and profits of suppliers. But if this

information release ultimately leads fo lower costs to the buying utilities due to mc1eased eniry,

wtilities should not nead additional regulations to force them to reveal their planning and
procurement data. .
Before presenting details of the experimental design, it is nseful to first present some

background of the motivating coniroversy in the California electricity matket that serves to

! wpgor access to hformation raises 2 luge barrer to the eniry of new ma:LeL participants and is stlflmg the
development of efficient, transparent wholesale markels” (page 1, EFET, 20(]3) ‘
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chalactenze ihe mamer in which the fallacy finds its way into important regulatory discussions.
OveralL about one-third of {he energy requirements of California’s mvestor—owned electric
_ wtilities are met by u_tility—owned generation The remaining two-thirds are bought from
independent power producers, other oui-of-state utilities, an.d_ federal power projects such as the
Bonnex;ille Power Administration. While some of this power is bonght on centralized spot
markets, most is procured through short term (a vear or less) and medium ferm (one to five
years) contracts that are negotiated with these suppliers.

The relationship between California’s eleciric utilities and third party intervenors such as
The Utiliiy Reform Network (TURN) and the Office of Ratepayer Advocates (ORA) has been
girained over the years, parl:mulmly recently becaise of the welk-publicized problems with -
energy pricing in the state. Starting in 2002 these intervenors, supported by market participants
who se}l power fo California utilities, sou ght to require the utilities to publicly rélease substantial
amounts of short- and lung—tmm planning data to ail market participants, including all pmduct,
price, forecast and availability information contained in the utilities’ procurement-Telated
activities and applications. "The intervenors and suppliers argued that this increased the markst’s
transparency and will operate to the benefit of the electricity consmmng public. In the utilities’
opinion, however, revealing such detauled data js tantamonnt to revealing all of their relevant
* demand mfonnamn tp.potential supphels prior 1o xmtiaﬁng negohahons

‘Through a seties of hearings, administrative law judge rulings and negotiated settlements
between the utilities and the intervenors during 2002 and 2003, the utilities either agr.eed to or
were ordered to provide some additional information that had previously been considersd
confidential. Some planning and forecast data, as well as short-term procurement plans, for
example, are nOW released but with a lag of several years. Other “market sensitive” information

was not to be released. Nevertheless, in an April 3, 2003 ruling, the judges and the Public




Utilities Commission expressed intent to revisjt their approach governing the treatment of
confidential information, fo improve “iransparency in resource planning.” The utilities strongly

appose releasing more information 1o the suppliers, and the suppliers strongly support receiving

- additional information from the utilities.”

Tt js well recognized in economics, of course, that as long as iuterésts of rbargainers are
not sufficiently integrative (i.e., are not largely g]jgned with common interests) then providiilg
private information to a bargaining opponent can make the revealing party no better off. This is
true of most economics problems such as bargaining over predominantly distributive attributes
like price. For example, see Kennan and Wilson (1993) for an overview of bargaining models
with private information. In regulatory disputes like this, however, theoretical arguments may
not carry as much weight as cleﬁ, empitical evidence. To make a clear comparison between
market outcomes with and without ini"onnaﬁc;n disclosure nsing field data would require at least |
two different regulatory territories with different disclosure rules but similar market conditions
(e.g., number of uﬁ]ities, suppliers, power exchanges, procurement rules, Weafgher conditions,
efc.). But ag any Californian will tell you, California is a unique place. Therefore, an acourate
empirical evaluation of the information disclosure rales, holding other marlcef conditions
constant, is not feasible with field data. Fmpirical evidence, however, can be provided by a
labomtofy study.

Our laboratory experiment consists of 17 separate market sessions. We consider 5
separate environments, as explained in Section 3. All experiments are conducted in a new
laboratory trading mechanism, described in Section 2, meant to capture many of the salient

features of a market with multilateral, private pairwise negotiations, with no public transaction

2 The California Energy Commission (2004) has weighed in on the side of the suppliers, Noteably, the CEC glso
secommends that suppliers be allowed to keep their fuel prices confidential for 6 months, because such information
provides a basis fora competitive edge zmong competing suppliers. That is, they argue that suppliers should be able
to keep their costs privete while utilities should be required to reveal more quaniitative details about demand.




price information This provides a reasonable approximation to the process of negoliating
contracts for energy in California, wh;are only-the very short term (day ahead and hour ahead)
needs are' priced in ceniralized markets. '

Section 4 presents the results. We find that negotiated prices tend to favor the

information advantaged side of the markef; e.g., prices were higher when buyers’ demand

.+ information was revealed to sellers than when sellers’ cost information was revealed to buyers.

This advantage occurs both in the adjustment phase as prices are moving fowards equjlibriwn, as’

well as after equilibrium is reached. Finally, we find that when sellers are informed about

demand conditions and their own costs, prices are more sensitive to changes in demand

~ conditions than cha nges in supply (cost) oond:t:ons

To our klmwledge this is the first experimental paper that studies this type of information

asymmefry in mulfilateral nepotiations. Several previous studies, however, have introduced
information asymmeries to bilateral negoﬁations Murnighml etal (1999) formed bargaining
pairs and then privately provided information about both bargainers’ payoff schedules to one
member of the pair. The pairs negotiated over multiple dimensions, including some with
distributive characteristics (]iice price) as well as others with integrative, cooperative
characteristics. In face-to-face bargaining, the information provided to one member of the pair

: allowed that mernber to negotiate more favorable outcomes comy ared to a control treatment with
symmetrically, partially informed bargainers, But asymmerically informed bargainers wers not
able to negotiate more favorable settlements when negotiations were conducted through
computer chat windows. Roth and Murnighan (1982) also compare symmetric and asymmetric
informaticn bargains struck over computerized chats,'but over lottery “chips” for prizes of
known and unkriown value, They find that the asymmetrically informed member of the

bargai:ﬁng.pair is able to earn more than his counterpart.




Srivastava et al. (2000) also asymmetrically inform one member of the bargaining pair,
'\%’ho like in our study negotiate only over price. Both bargainers know the item’s cost, but only
the buyer knows the value ¥ she places on the item. The 1€searchers do not employ a control
treatment with symmetrically infdnned bargainers, and they employ alternating offer bargaining,
control beliefs over fhe buyer’s value v, and vary the degree of umecertainty over v 2s 2 main,
' reatment variable. ﬁa authors employ this careful information structure because they evaluate
specific predictions of the Grossthan and Perry (1986) sequential equilibrium model of
lbargéinim; Srivastava et ﬂ.’s results provide some reasonable support for key comparative,

static predictions, but they strongly reject the point predictions of the model.

2. The Trading Institution

Our goal was to capture some salient features of the muliilateral but private, pairwise
negotiations that characterize the price discovery process in the wholesale market Dy electricity
in California. ‘We chose this market structure for the experiment over clessical open outcry
markets for-fhree reasons. First, the fallacy described above typically is found in regulatory
discussions in industries in which the indusirial organization is more decentralized, with
localized, private contracts much the same as the California wholesale electricity industry.
Secc;nd, itis weﬂ Xnown from the study of insiders in open outery markets fhat the information
held by insiders quickly disseminates throughout the merket and thus the effects of any
agymmetries of information are typically smell and hard to detect (Plott and Sunder, 1988,
Forsythe and Lundholm, 1990). We wanted to study the effects in a context in which the
principles at work can be more easily observed and studied. Third, in the California wholesale
electricity markets contract terms following a successful negotiation are private information, so

this market does not feature any pﬁblic transaction price informatior. Participants can negotiate




simultaneously with ;:liffercnt potential irading partoers, and anylagent is free to initiate or
tenninaée negotiations with an agent on the other side of the market at any time. Clearly,
therefore, he outside option for any negotiation is endogenous and is determined by trading
ferms available from alternative trading partuers.

. Most previous market experiments feature centralization of offers and/or transaction
prices, s0 we required a new laboratory trading institution for these multilateral but private
negotiations. A classic “telephbne” market, such as the one used in Hong and Plott (1982) and in
Grether and Plott (1984), could capture many of the key features of this type of negotiation
process. The message space for telephone negotiations is rather ﬁch, however, and can include
intimidetion, unveriﬁéble claims and persuasion Therefore, we employed a computer-mediated
negotiation process to increase control and limit ﬂic message space to the main variable of
interest: price offers. |

Figure 1 displays the main trading screen for the Markeiscape program used to caplure
the key features c'sf private, multilateral negotiations. Buyer 125, for example, receives price
offers from sellers in his “X125 Personal Market,” and they are Iisted in ascending order in his
personal sell order book shown at the lower right of the screen He accepts the best offer by
clicking ona checki:ox and then clicking the ACCEPT button This buyer can also send price
offers to specific sellers by filling ont the order form shown on the upper right of this screen He
can revise or add additional offers and cancel any outstanding offers at any time. However, he
must select only one “market” to send any offer to, and onlf one seller {i.e., that seller’s personal

~ markef) can view 111055; particular offers. Therefore, individual negotiations between any pair of
potential tradess are private, but traders can negotiate simulianeously with muliiple imtentiél
trading parmers. There is no public reporting of transaction prices, but traders can always access

fheir own personal trade history.




Although this particular form of computer-mediated negotiation is not found in the field,

where many different forms of maxket exist, it is relevant for the policy question that is the focus

of our research. We are interested in the impact of information asymmetry on market outcomés,
and this ‘ufading process carefully conirols the information exchanged through bargaining. The '
negotiation a]so permits a rich exchange of price information, without allowing more difficult-to-
control factors sych as bargaining personality and style to influence results, Of course, the free-
form nature of this bargaining, nnlike other structured mechanisms such as altematmg oﬂ'e1
bargainiug, Jimits the applicability of most meoretical models of the bargaining process. But it
more accnrately represents the opportunities and constraints of the negotiation process for energy

coniracts.

3. Experimental Environinent and Design

In any market, the major ﬁnde:rlying behavioral motivations of buyers and sellers can be
captured in “reduced form” in demand and supply curves. Thus, to the extent that buyer
'infonﬁation is disclosed to sellers, this is similar to disclosing information about the buyers’
dernand curve. Of course, 1:11316 are various amounts of buyer information that could be
disclosed, but each piece will 1evea1 sometling about the demand curve. The1e is a considerable
range of data {hat the Public Utilities Commission is considering compelling utilities to reveal,
but the scope of information disclosure being considered is tantamount fo revealing all the
mfon tion sufficient fo define a buyer’s demand curve. Therefore, the experimental design is
based on this broad degree of information revelation Although The Comlmssmn might
ultimately choose & more limited degree of information revelation, the current exp eﬁmsntal
design should shed light on the direction of general effects that can Be expected if more limited

amounts of information are ultimately revealed.




- As is the usual case in. markets, each trader knew his or ber ovx;n iraﬁagﬁnoﬁvaﬁons——
{hat is, sellers knew their own production costs and buyers knew their own valuations for any
. units they purchase. For the sessions labeled as “Sellers Informed,” however, the sél]crs all
received information (available at any time through a “Payoff Summary” Jink on their computer
screen) about ﬂJe minimum amounts that each buyer valued each unit that they might purchase.
The fact tha{ cellers were informed was common knowledge, but the content of this valuation
information was only distributed to the sellers. Buyers only knew their own valuations and did
ﬁot receive any ini‘ormaﬁon on seller costs or other buyers’ values, as in the usual case.
Asymmeinc information was distributed analogously in sessions labeled as “Buyers Infornted™;
in these sessions, buyers o]l knew the maximum amount of each seller’s cost for each unit
potentially supplied, but sellels only knew their own costs,
For the analysis we divide the 17 experimental sessmns into five designs, with two to five
1ephcat10ns for each design, as summarized in Table 1.

1. Design A has induced supply and demand arrays shown in Figure 2, or a similar variation
with slightly different numbers of buyers and sellers. The distinguishing feature of this
design is that it has é narrow range of competitive equilibrium {CE) prices, or in some
cases 2 unigue CE pl‘lGB

2. Design B has supply and demand atrays shown in Figure 3. The distinguishing featurc of
this design is that it has a mmch wider range of competitive equﬂlbnum prices. All prices
in fhe interval [475, 600] are equilibrium prices in which the guantity supplied equals the
quantity demanded.

.3. Design C features a variety of upward demend shifts in different periods, and one supply
shift in an early period. The demand shifis are displayed in the supply and demand arrays

shown in Figure 4.




4, Design D features a shift in both demand and supply in period 7, which widens the
competitive equilibrivm price interval in either the downward or ﬁpward direction.

Figure 5 displays the downward shift employed in two sessions; the other two sessions of

flyis design used a mirror image upward ghift in the equilibrium interval.

5. Design E first shifts the supply function (in period 6) and then shifts the demand function

(in period 10), as shown in Figure 6.

Both Designs A and B have substantial éynnnetries between the demand side and the
supply side. We began with symmetric demand and supply conditions to contro] for any
influences {hat demand and supply shapes might have on the convergence process and tﬁat might
obscure the separate impact of information disclosure.®> Thus, while these curves might not

reflect the conditions of the California efectricity market, they do allow us to study how the

proposed information revelations will influence the functioning of the fimdamental laws of

\

supply and demand.
Design C serves two functions. First, the design is & robustness check on the overall
patterns of results derived from the other designs. The design involves a series of demand and
supply shiﬁ's rather then the single demand‘or supply shifts of the other design. It also
.incorborates information revelation about demands .and gupplies fnaf‘are not coincident wvith
paraneter changes, 50 information shifts that might be coniained in market activity alone is not
confounded with the information provided through regulations to one side of the market or the
other. Secondly, the design is especially relevant for exploring the issues of the California
electricity market. In this design, the supply curves used in the experimental markets have

important qualitative features that broadly cgn‘cspond to the Features found in electricity markets.

3 One of the carly discoveries made using labaratory markets was that prices tend to converge from above {below)
the competitive equilibrium when equilibrium surplus is larger for buyers (sellers) (Smith and Williams, 1982).
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Supply is “flat” over a broad range and then tuns ypward sharply aé capacity limits are
approached. Demand, on the other hand, is very inelastic and grows fram one period to the next.
These are important similarities with the situation that can be expected to evolve in California as
demand for electricity grows due to growing population, short-run su];ply is inelastic, anq the -
elasticity of long-run supply is highly uncertain due the financial stress in fhe generation
development market. Thus, the.desigu tests for the possibility that the parficular parameters
present in the regvlatory dispute that partially motivates the study do not have implications for
the principles that are at work.

Desjgns D and E, like Designs A and B, are not istended to be consistent with specific
underlying prdperties of the California electricity market Instead, we chose these parameters to
further investigate how the information advantage enjoyed by one side 61’ the market affects
adjustment to new equilibrium conditions. The designs also provide insight into how
information is diéscmjnated throngh bargaining in this muliilateral negotiation institution

The other variable that we systematically changed from cne experinental session 10
another was whether the supply side or the demand side of the market was asymmetﬁcaily
blessed with knowledge about the other side. In 13 of the 17 sessions, the sellers were given
detailed information about the minimum value that units were worth to buyers. For shorthand
Wé refer to these as “Sellers-Informed” sessions. In the two Design C sessions, the sellers
received this information in period 5, and it was not updated uniil period 9. In the other gessions,
the selless received this information before the first period and they were continually kept up to
date about changing information about the buyers.

While it is not the current issve in California, for an understanding of the symmetry in the

oflier 4 sessions the buyers were given detailed information about the maximum cost that sellers

11




incurred to produce units. We refer to these as “Buyers-Informed” sessions, which can be nsed
as controls 1o identii';lr the effect of information disclosures.

As highlighted in Table 1, about one-half of the sessions were conducted at Caltech and
one half at Purdne University. All sessions used ihe identical Marketscape trading prograrm,
running on a server Iocated in the Caltech lab. All subjects undélweut substantiai Markeiscape
fraining pridr to participating in these sessions, which included “practice” negotiation and trading
with robot trading partners. The specific instructions for the sessions reported here, shown in
Appendix A, were distributed to subjects and read orally by the experimenter while displayed on
an overhead projector. Period 1 of each session (not reported) was a practice period that ‘did
count in the subjects’ final cash eamings. The exchange rate of experimental currency to dollars
varied across design parameters, catibrated to provide average earnings than ranged from about

$25 ta $40 for the sessions that lasted between 2 and 2.5 houss.

4, Results

| Our first result confirms that the general market convergence properties observed in
previous auction-type and exchange-type experimental markets also operates in these bilateral
negotiation markets.*

Result 1:

Prices in the bilateral negotiation markets converge lo a comp etifive eguilibrium under stable
supply-demand condition: (i) average prices approach the conweﬁﬁvé equilﬁ:‘:ﬁr’iwn Ievel and (ii)

the variance of prices across contracts declines over fime.

4 A1l of the results exclude the small number of transactions that were clealy typographical errors because they
differed from other transaction prices by at least one order of maguitude; for example, & price of 57 when all recent
transaction prices ranged between 575 and 600. This excludes 48 of the 3351 transactions in the 17 sessions (1.4
percent).
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Support: Despite the decentralized nature of frading and price information, prices move

towards 2nd usually reacl the competitive equilibrium price range in the sessions reported here.
Figure 7 presents all the transaction prices in session 040207 to illustrate this price convergence.
Eaﬂy prices are volagile and many .lstre significantly lower than the equilibrium price range, but
eventually most prices are within the eq ilibrium range. Table 2 summarizes the deviations of
the median prices from the competitive equﬂibn’um for all sessions that began with at least 5
periods of stable supply and demand canditions (that is, all designs except Design C). The first
column disp]éys the deviations of the median transaction price in the first paying period (peri‘od
2), and the middle column displays the deviations in period 5. All median prices lie within the
wide equilibrium price interval in Design B, but period 2 median prices frequently deviate from
the equilibrium in the other designs. The median absolute deviations decline significantly from
period 2 to petiod 5, based on the 15 statistically independent pairwise differences ghown in the
right column (nonpérameiric Wilcoxon signed rank test p-value=0.031, one -tailed).

Price movements toward the competitive equilibrium interval are clearly evident in Table

9. However, by “convergence” in these types of markets, we mean mote than simply a tendency
for average or median prices to approach the squilibrium level In addition to average prices that
approach equilibrium, convergence also requires price dispersion to decline toward zero. That is,
we expect the “law of one price” to prevail it markets that have converged. .Figure & presents
evidence on this dimension of convergence. For each period and for each session (except those
_in Design C) the figure displays the standard errors of the mean associated with ﬂ;e average
trapsaction prices up until the first shift in supply and demand. In most sessions the price
dispersion, as shown on the vertical axis, is high during the t_aal‘ly periods. As the periods
progress the dispersioﬁ falls dramatically in the sense that early dispersioﬁ is on the order of two

to five times that of later periods. In other words, competitive pressures are bringing the prices
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together, even though pricé information is never publicly displayed and traders can only infer

prices through ﬂle;r bilateral l;egoﬁaﬁons with other traders.”

The nexi result presents the most important conclusion from fhe experiment: the
relationship between pricing outcomes _and the asymmetric distribution of information.

Result 2:

Information confers a pricing advantage, particularly during the equilibration phase of market

interactions when prices are adjusting Iowarc;’ equilibrium.

" Support: Consider Figures 9 and 10, which show the meﬁian transaction prices for each period
e;nd each session in Designs A and B. The Buyers-Informed sessions are identified with the
triangle and the cross in both figures. In Design A. (Figure 9), for all periods except one the
maximum median price in any Buyers-Informed session is lower than the minimum median price
n any Sellers-h:forrﬁed session. Pooling the data in Desigﬁ A across sessions and periods, we
find that prices are on avefage 7 percent higher when sellers are informed (484) than when
buyers are informed (453). Likewiéc, in Design B (Figure 10) median transaction prices are also

| usually higher in the Qellers-Informed sessions than in the Buyers-Informed sessions. Pooling
across sessions and periods in Design B, prices are on average % percent higher when sellers are
informed (555) than when buyers are informed (516). |
| Prior to the mid-session shift, Design D has the same supply and demand configuration as
ﬁesign A. This degign’ therefore provides 4 additional scssic;ns (all with sellers informed) to add

4o fhe 9 Design A and B sessions shown in Figures 9 and 10 for a statistical comparison. of prices
in the two information treatments. For this comparison we use the period 5 (median price —

competitive equilibrium price midpoint) deviations for each session in designs A, B and D to

5 Another criterfa of convergence oflen used when analyzing laboratory markets is mereasing trading efficiency.
Our markets were highly efficient, but relative efficiency differed across designs due fo differences in underlying
value and cost conditions (i.e., displayed in Figures 2 through 6). Our experimental design docs not include segsions
without informetion disclosure, so it cannot determine whether forced disclosure increases or decreases efficiency.
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provide comparable pre-shift prit;es in 2ll sessions. These deviations are positive in only one of
the Tour buyers informed sessions, but are positive in five of the nine sellers informed sessions.
A nonparameu-id Mann-Whitney test, based on the 13 statisﬁc‘;a.]ly indepeﬁ.dent session
observations, marginally rejects the hypothesis that these period 5 deviations are not different in
the two treatments in favor of the one-sided alternative that prices are ]1ighe; when sellers are
informed about buyer values {(p-value=0.0 87; Ng=9, Np=4). We draw 2 siin ilar conclusion from
a silﬁple cross-sectional OLS regression that employs one period 5 price deviation observation
. per session, which allows us to control for design differences with a Design B dummy variable.
The point estimate indicates a 21 franc higher median price when scllers are infonﬁed (standard
error 12.7, one-tailed p-vaine=0.065).
Result 3:
The pricing advantage provided by the asymmetric disclosure of information often declines as
prices approach the equilibrium, but the pricing advantage can persist 14#?7311 a wide range of
equilibrium prices exisis.
Support: Figures 9 and 10 indicate that the price differences between Buyers-Informed and
Se]Jer.s:—Infonued sessions are generally more pronounced in the early periods thar in the Tater
periods. For example, consider the size of the percentage pricé difference across these two
opposite cases.for the first 3 paying periods {periods 2 through 4) compared to the next 3713aying '
periods (periods 5 ﬂxrbugh 7). In Design A (ie., narrow range of equilibrium prices), the
differenceés in prices across treatments are modestly greater in periods 2 throu gh 4 (averaging 8.1
percent) compared o periods 5 throngh 7 (averaging 6.7 percent). But in Design B (i.e., wider ,.
1ange of equilibrium prices), in periods 2 through 4 the prices are on average 10.1 percent higher

when sellers are informed ‘(544) than when buyers are informed (494), while in periods 5 through
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7 the prices on average are only 5.3 percent higher when sellers are informed (558) than when

* buyers are informed (530).

Nevertheless, an independent examination of the longer Design B sessions 0402152 and
040215¢ indicate that the pricing advantage can persist even after pi'iceé have converged to
equilibrium, as long as that equilibrium contains a relatively wide range of prices. In the late
periods 8 through 10, the average 11'a11sac1ionA price in the Sellers-Informed segsion 040215c s 9
percent higher (581) than in the Buyers-Informed session 040215a (532). Note that both of these
averages are, however, still within the range of equilibrium prices [475, 600].

Result 4: |

The respon.s'e of realized transaction prices to changes in equilibrium market conditions depends
on the information available to traders about the new supply and demand situation. (i) Design D
sessions show that when both types of iraders can recognize an underlying shift, prices adjust
toward the midpoint of the new equilibrium price range; (ii) Desfg%z E sessions show that prices
do not ac_ffust 1o reflect cost reductions when only sellers are aware of the undertying change in
market conditions.

Support: Figures 11 and 12 present median transaction prices for the 6 sessions in Designs. D
and B Sellers were informed of the minjmum buyer values in all 6 of these sessions. In Design
Da nano;rv market equilibrium price range in early periods is fqllowed by a large demand and
supply shift in period 7 to a condition ﬁat results in both inelastic demand and inela stic supply
and a wide range of equilibrium prices. After the shift, however, prices that were very near the
old equilibrium price; remain as possible new equilibrium prices. Thus, since we observe prices
in the equilibriuin range—as &ocmnanted throughout these results—a possibility exists that
prices would move very Jittle or by a substantial amount {up to 50 perpent) after the shift is

introduced in period 7.
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Despite the possibility that 1:rice§ need not adjust by nch in order to reach a new
equilibrium level, however, prices in fact adjust quickly and signiﬁcanﬂy to near the middle of
the new equilibrium price range. What is perhaps more surprising is that the shift is similar in
speed and size when the equilibrivm shifts down compared to when it shifls up, even though in
all four sessions sellers know the buyers’ values while buyers never know the sellers’ costs.
Buyers can infer that marke{ conditions are changing in period 7, though, because of their own
dramatically revised resale values. This may have motivated them to negotiate aggressively vﬁth
sellers following the shift, leading to substantial downward price pressure when the equilibrium
price range shifted all the way down 1o 280 francs. This conjecture motivated the more subtle
supply and demand shifts introduced in Design E.

Tnn Design E, sellers’ costs shified down in period 6 resulting in a downward widening of
the competitive equilibrium price interval. Buyers® values remained unchanged and they
received nio information about sellers® costs, so they should have been unaware of the supply
shift, Although prices could have fallen by as much as 20 percent following this shift and still
remain in the equilibrium range, Figure 12 shows that media;n prices hardly adjust (remaining
mostly around 700 francs) in both sessions. By contrast, ﬁ:tadiau prices increase immediately in
both sessions when a demand shift that is Inown to the informed sellers is introduced in period
10, and prices continue to rise thereafier. This suggests that when sellers are asymme‘a‘ically
informed about buyer values the transaction prices are more sensitive to demand shifts than they
are to supply shifis.

Result 5:
All results stated above survive the robustness fests of Series C.
Support; Series C consists of two sessions operating under the same parameters. The time

series of median transaction prices are displayed in Figure 13, Inthese sessions, the first two
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periods have stationary, symmeric demand and supply with consumer surplus equal to producer
surplus. Prices converge to near the competitive equilibrium by period 2, consistent with Result
1. Tn period 3, a demand and supply shift takes place that i¢ not apnounced fo any traders. As
can be seen prices move up, possibly reflecting the asymunetric rents, with consumer surplus
‘greater than produder surplus and the market in the early part of adjustment feeling the changes
with a consequent shift upward in price. In period 4, another upward demand shift takes place
ihat exacerbates this rent asymmetry but does not affect the equilibrium price range. The
information of the shift is not given to the sellers and there is no tendency for prices to move
upward, consistent with Resnlt 2 that the information disclosure is a key feature that conveys
advantages to the information recejving side. In Period 5, another upward shift in demand takes
place, this time widening the equilibrium price range. At the beginning of the period the demand
is disclosed to the sellers, and consistent with Result 2 the prices immediately jump in one
market and move sharply upward in the other market two periods later. In period 8, another
upward demand shift takes place without demand disclosure. This shift in demand has no effect
on merket prices in session 040216a and 2 small effect in session 040216b, but since the
040216b market had an upward drift in prices anyway attribution to the demand shift is
problematic. In period 9, when the demand is disclosed and sellers learn of the shift the market
prices immediately respond upward in session 0402164, and median prices respond upward with
a ope period lag in session 040216D. The phenomena identified in all of the previous results are
also found in this more complex setting thereby demonstrating that the results are robust to such

environmental changes.
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5. Conclusion

This research was motivated by a proposition about a basic principle that governs market
behavior that is widely asserted in regulatory settings. The proposition is that disclosure of plans
and market sirategies by one side of a market to the other side will be helpful to market
performance and beneficial to all of the market participants. The proposition reflects a belief
about how the lawé of supply and demand work and tlie manner in which information works to
facilitate their operation. The results of the experiments demonstrate that such a proposition is
not correct. In the context of market transactions such disclosures damage the disclosing party.
The laws of sui)p]y and demand Tollow a completely different set of principles from those on
which the proposition rests.

| Tn the case of the California wholesale electricity market, the proposmon holds that
eleciricity prices will be lower to the consumjng public if the major electricity demanders wou.id
make their demand fimetion known to suppliers prior to contracting. The experiments
demonstrate that the presumption should be that oppbsite would be the case, Disclosure of the
demauci iformation would result in a tendency for prices to increase, especially in the cases in
which demand and supply are both inelastic and in which demarnd is changing, es is expected fo
. be the case in California in the future.

Is it the case that the California wholesale electricity market is special in the sense that
the law of supply and demand would work completely differently than the way that it is observed
at work in the laboratory? Currently, neither general theory nor institutional fact has been
advanced to suggest a.nytlumg other than a presumption that the basic principles operate in
California in the same way that they are assumed to woﬂc in general. Indeed advocates of the
forcing of information revelation have produced no theory at all and instead have advanced the

proposition as if it is completely general, applicable to all markefs. Thus, the experiments
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produced here place a burden on the advocates to produce a theory of sufficient generality to
support the proposition that they advance. When that is done additional tests can be performed

to test its reliability.
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¥igure 2: Supply and Demand iox Design A
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Figure 4: Supply and Demand for Design c
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Figure 7: All Transaction Prices in Session 040207
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Yigure 9: Median Transaction Prices by Session, Design A
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Figare 13: Median Transaction Prices Dby Session, Design C
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Table 1: Experimental Sessions

Index Location Market Parameters Disclosure Condition
040203 CIT Design A buyer values known to sellers
040204 CIT Design A buyer values known to sellers
040206 CIT Design A seller cost known to buyers
040207 CIT Design A * seller cost known to buyers
040208 CIT Desigt D, upxjvard S.hlﬁ I puyer values known to sellers

equilibrium in period 7
040213 Purdue Design B Set 2 buyer values known to sellers
040214 CIiT Design B Set 3 buyer values known to sellers
0402152  Purdue Design B seller cost known to buyers
040215b CIT Design B seller cost known to buyers
040215¢  Purdue Design B buyer values known to sellers
Design C set 4b Schedule 3 buyer values known to sellers

0402162 CIT demand shifs 3,4,5,8 periods 5, 9

. Design C set 4b Schedule 3 buyer values known to sellers

40216b P
0 urcue demand shifts 3,4,5.8 periods 5, 9
(402292 Purdue 1_)es1gu_ I.)’ d ovm.lwardl Shlﬁ buyer values known to sellers

in equilibrium in period 7
04022%b CIT ]ljes1gn_ ].3’ d 0W1_1ward. shift buyer values known to sellers
in equilibrium in period 7 .
040301 Purcue Design D.’ up\yard S.hlﬂ I puyer values known to sellers
equilibrium in period 7
, Design E, supply shift per. . ‘
040308 Purdue 6. demand shift per. 10 buyer values known to sellers
040309 Purdue Design E, supply shift per. buyer values known to sellers

6, demand shift per. 10
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Table 2: Deviations of Median Tra

nsaction Prices from Competitive Equilibrium

Session Period 2 Period 5 Difference in Absolute
Index MediarCE Median-CE Deviations (Period 2 - Period 5)
Design 4

040203 50 0 50
040204 49 50 -1
040206 0 0 0
040207 -25 -15 10
Design B

040213 0 0 0
040214 0 0 0
040215¢ 0 0 0
040215a 0 0 0
040215b 0 0 0
Design D

040208 -25 0 25
040301 0 0 0
04022%a ~25 -0 25
040225b ( 0. 0
Design E ,

040308 0 0 0
040309 ~25 -22.5 2.5
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Appendix A: Experim

ent Instructions for Speeific Multilateral Negotiation Rules in
Mariletscape
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The word buyer or seller reflects how you are seen by others. Odd numbers are buyers and even numbers are sellers.
Buyers buy units from others (fhus are vicwed as a buyer by others) and then sell to the experimenter for profit.

Sellers sell units to others (thus are viewed as a seller by others) after they have bought ther from the experimenter.
There are two types of markets. In your private market, you accept deals offered by the experintenter. Buyers will sell
to the experimenter the units they bought fromn others and selters will buy from the experimenter fhe units that they plan

to sell to others.

In your personal market, you will receive offers from others just as you will place offers in their personal markets.

;ﬁﬂv-'lrlnu_ree_:m i it 1
£ ._.‘ i ~‘. B 7 i I‘; ﬁ'} [L Tl |5|] i %ml i g
i e J@ﬁitﬂ['b e e o i rﬂiﬂ L
. — [ fﬂﬂ' st ";, el S el e [“ el
Privaie market is | B L8 421 ropYuzpdcarool. o ek (DDA OMHINEZE 133 b haml,
bere for 125.
Experimenter REAHKET SURTRIARY m: 35 ThoReh 13 170551 2004 Pesizd 13 i_ﬂm@ﬂ:
i ders..| . £\ ; '
will Place orcers— el Wit M By {Exdes Form
here that 125 11t w\ Trtis gren ST &t Bae [ i
cen accepl or H & @ Maile: 8 e
reject. - L1 2 un in gy
1 Z b4 2, Mifsen; Uraede mopire)
b |8 = o [fe R
Personal markets o ; 3 2
are here. Yours 7] m= \l d 8.
is in blue., Offers 3:1'% B ;-L \g\
that others send 5 — =
. Yous v FORVIpfiner T mm_u\@_l. policninyd Yl e Tusyaflepnegy apomamapta Lo0pIT
to you will /i\'/ SR, ¥Ehe \'/ N A P \
. X . Tarapfis ks
appear h*?l'ﬁ- Just b ey 1_-_:;3__*;:‘:; ¢ msgremr These are the \ Cli ] Ve
click on it o see » PO TEA T FIEIDINY I AL MAARIETS Fer . lick here to |
thern. : » Erpehuleg Dbest offers There are the refresh
v g you have at orders you .
. screens. Do
r lg that location. have ¢
= - -l e . A T not use the
Your iivventory is » HRLENID, SAUMETIGTACE | — - . | outstanding.
1r mestar Helpy pegn innryles ll eithy difaiunir and deardpbinia aFmiglet fimaitions, N browser
here. It appeats " BBl J.smﬂ._ﬂ'_i%%?:“mmﬁ e oo Clicl to
. E K I0XT: 2 3 ¥
in all markets v I ;‘m‘; A “E_?,dgm i fikiome v vmﬂnmb . lvn.l 6 PIgE ) el J reload.
hecause ﬂlﬁ . -éﬁgnil‘a;:ue emm@maiyw phnrd i .-he.t’myouym\dpxemih.ew =L,
pl'ogram DCGdS %‘1 " Hn‘m oinberiAat ahnt SEERAEIN fAIWHE W quﬂﬂym‘lmﬂ qunrunm_tFAQp. . ]
inventory in a R e A A s R e g
i T e e e e g L i T R T e
marleet before it | P (s I e B St e W e L AU A e e s
will let you sell . ) :
o hat gm'son Your cash on hand Your history of all trades will be
) shown here.

r  Watch the time.

» If you are a buyer, you will be placing orders in the EVEN personal markets (the odd are other buyers and

like you are buying from the experimenter in a private market).

= If you are a seller, you will be placing orders in the ODD personal markets (the evens are other sellers and

Jike you will be buying units from the experimenter in a private market).

»  All offess are for 1 unit.
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Payoff Summary Link: Extra Information

This link provides a summary of your past earnings and payoffs. It also contains special
information for the sellers (even numbers).

Sellers will have information about the minimum values that buyers (odd numbers) have for

1nits. At the payoff summary link the sellers (even numbers) will find the following table.

‘BUYER
NUMBER

Value of unit to buyer

1st unit

2nd unit

nth unit

X121

X123

| &

X125

X127

X129

L ]
]

These numbers are a floor of the values that the buyers have in their private order book — the
e unit to the experimenter are at least this high, In some cases
aumbers and in other cases these values might be lower than the

value for which they can resell
these values might be the exact

exact values.
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DECLARATION OF KEVIN R. CINI

I, Kevin R. Cini, declare:

1. I am Director of Energy Supply and Management of Petitioner
Qouthern California Edison (SCE) and, as such oversee a department of
approximately 90 SCE employees. I have primary responsibility within SCE for all
issues concerning SCE's power purchases from conventional (non-renewable, non-
Qualifying Facility) sources, including contractual, regulatory and litigation
matters that arise in connection with such purchases. As part of my job duties it
is my responsibility to remain current oﬁ proceedings before and decisions issued
by the California Energy Commission (“Commission”) the California Public
Utilities Commission (“CPUC™), the Federal Energy Regulatory Commission
(“FERC”) and the courts dealing with electric power issues generally. I have a
Bachelor’s degree in Chemistry and a Master’s degree in Business Administration
from the University of California, Irvine. I have been employed by SCE in
progressively more responsible positions since 1981. I have personal knowledge of
the matters set forth herein, and I could testify competently thereto if called as a
witness.

2. 1 am making thls declaration to explain how a recent Notice of Intent
to Release Aggregated Data, issued by the Commission’s Acting Executlve
Director on June 3, 2005 {(“Notice of Intent”), and attached to SCE’s Petition for
Writ of Administrative Mandate as Exhibit C, makes the release of the
information that was the subject of the Commission’s May 11 Decision even more
damaging to SCE. This Notice of Intent is relevant to these proceedings, but was
not available at the time SCE’s appeal to the full Commiésion was filed and thus
could not have been produced by SCE.

3. As noted in the Writ Petition, SCE has both “bundled customers” and

“direct access customers.” Bundled service customers are those for whom SCE
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provides all electric services. For these customers, SCE provides not only the
transmission and distribution lines and services that bring power to their homes
and businesses, but the actual electric power supply that is transmitted over those
lines. This power can be supplied from SCE’s own plants, or via contracts SCE
negotiates and enters with other power proaucers. The great majority of SCE’s
residential and small business customers are bundled service customers.

4, The second category of customers is “direct access customers.” While
SCE provides transmission and distribution lines and services to these customers,
SCE is not responsible for prdcuring the power supply that is transmitted over the.
lines and that the customers use. Their power is supplied by independent Energy
Qervice Providers, or “ESPs.” Direct access customers coniract with ESPs to
provide them with their power supply, which is transmitted across SCE’s lines.
Direct access customers are primarily, but not exclusively, large businesses.

5. SCE’s “total system”- thus consists of both bundled service customers
and direct access customers. (In other contexts, SCE’s total system is defined to
include wholesale transmission services that SCE provides, although the
definition provided in the sentence above is most relevant for the purposes of this
deciaration.) |

6. In essence, the difference between the amount of power SCE needs to
provide its bundled service customers and the amount it actually possesses (owned
or procured by SCE already) is called the “residual net short” or “net short.” The
«not short” that SCE needs to procure to serve the bundled customer load at peak,
regardless of the time of that peak, is the primary subject of this declaration, and
is sometimes referred to the “capacity net short.” Since electrical power cannot
stored, SCE has no choice but to obtain the minimum required amount of
electrical capacity to reliably supply power to its bundled customer load at peak,

or to create an unacceptable risk of having to interrupt service.
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7. In other contexts, “net short” can refer to the amount of electrical
capacity that SCE needs to procure to meet the monthly peak need, or can refer to
the amount of electrical energy that SCE seeks to procure for a daily, monthly or
quarterly block of hours, such as the industry-defined “on-peak” hours or “off-
peak” hours (or all hours of the block — the so-called “flat” product).

8. In contrast, “net long” refers to the electrical energy that SCE seeks
to sell in the market, typically for a daily, monthly, or quarterly block of hours. In
any case, the “net short” or “net long” position is market sensitive information
because it conveys the guantity and product that SCE must procure or is seeking
to sell into the market.

9. SCE is also subject to decisions of the California Public Utilities
Commission that require SCE to procure minimum levels of electrical capacity to
serve its bundled customer load at the annual peak and at each month’s peak,
regardless of the actual time of occurrence of these peaks. This minimum level is
expressed as a fixed percentage (that is publicly known) of the bundled load
forecast, not as an absolute number. Since the annual and monthly peak bundled
load forecasts are the bases of SCE’s required procurement, SCE has maintained
this information as confidential.

10.  In the latter part of 1996, California enacted Assembly Bill 1890 (“AB
1890™), Which began the now well-publicized, failed deregulation of the California
wholesale electricity market. Prior to deregulation, SCE served its retail electric
customers using a generation mix from its owned generation, through contracts
(predominantly long-term) between SCE and other utilities, and through.long-
term contracts with Qualifying Facilities (QFs). Because the power needed to
serve SCE’s customers came from its own generation, or wasg under contract,
SCE's “net short” position was zero (or negative, meaning SCE had a surplus of

electrical capacity above the minimum).
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11. Following deregulation, various CPUC orders compelled SCE to sell
all of its natural gas-fired generating units to independent third parties. The
conecept behind deregulﬁtion was that the transfer of utility-owned generation to
independent third parties, along with the development of nev& generating facilities
by such parties, in concert with a competitive wholesale electricity market and
end-use customers’ “direct access” to non-utility generation would reduce costs for
electric consumers over time. The state established a spot market, knowﬁ as the
Power Exchange (“PX”), in which the wholesale price of electricity was to be set on
an hourly basis through competitive bidding. The PX commenced daily trading on
March 31, 1998. ,

12.  The deregulated wholesale market for electricity in California did not
develop as anticipated. For awhile, the deregulation scheme produced reasonable
wholesale electric prices which were compatible with SCE’s frozen retail rates.
Beginning in about mid-2000, however, a combination of factors caused wholesale
electric rates to skyrocket in California. Among other things, gtructural
infirmities in the California and regional wholesale markets permitted rampant
market manipulation by independent generators and power marketing conipanies.
Asa consequence'of the market dysfunctionality described above, the PX |
suspended active trading on January 19, 2001.

13.  For the next two years, the Department of Water Resources (DWR)
procured power to meet the needs of SCE’s bundled service customers, as well as
customers of the other investor-owned utilities. Beginning January 1, 2003, DWR
was no longer authorized to procure power for the customers of investor-owned
utilities. On or slightly before that date, SCE started procuring power from the
market. Nevertheless, since SCE sold many of its plants, its “net short”
requirement was significant.

14. If a market participant or market participants became aware of the
magnitude of SCE’s “short” position for any particular period, that market

LW051600008
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participant or all market participants collectively could and would charge or bid a
higher price than otherwise to sell power to SCE. Market partiéipants would
realize the “shorter” SCE’s position (i.e., the greater the quantity of power SCE
needs to buy), the more pricing power and leverage they could exercise over SCE.
Similarly, data enabling an energy supplier to determine SCE’s net long positicn
Would allow the supplier to know the quantity of power SCE is seeking to sell.
Advance knowledge of SCE’s “short” or “long” positions allows market participants
the opportunity to accumulate positions in advance of SCE’s transaction activity,
enabling them to exercise even greater pricing leverage over SCE.

15. I have reviewed the Decision attached as Exhibit A to the Writ
Petition. It would allow the Commission to make public SCE’s forecast of the
Bundled Customer Peak and Direct Access Peak. If power producers knew this
peak annual nﬁumber, and also were able to determine from other sources how
much power SCE already secured, those generators could determine SCE’s net
short, i.e., how much power SCE needed to buy. This information would give
prospective supi:tliers a significant advantage in negotiations for supplies of power.
Much of SCE’s existing supply information, however, is already in the public
domain. Although the supply information may take homework on the partof a
market participant to obtain, fairly comprehensive information could nevertheless
be obtained.

16. TFor the same reasons, SCE’s forecast of the Direct Access Peak 1s not
provided to the public. This is because SCE’s total system is composed of both
bundled service and direct access customers. Thus, if power producers knew the
Direct Access Peak annual number, and SCE’s Total System Peak, they could
subtract the Direct Access Peak and arrive at the Bundled Customer Peak.

17.  All Energy Supply and Management personnel are instructed that

the Bundled Customer Peak, Direct Access Peak, net short and net long positions,

whether they be computed hourly, monthly, quarterly or annually, are SCE trade
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secrets and are not to be disclosed outside the company, except on a confidential
basis to government ageﬁcies. '

18.  Exhibit C to the Writ Petition is a letter of the Acting Executive
Director of the Commission dated June 3, 2005 and the Notice of Intent. The
Notice of Intent contains three proposals.

19. “Proposal 1: 10U Bundled Customer,” (“Proposal 17) if implemented
by the Commission, would allow the Commission to release SCE’s “Net Peak
Demand for Bundled Customers” on an annual basis for 2009 and forward. This is
the same market-sensitive information (other than the ﬁrsf three years) as
released by the Decision which SCE is asking this Court to review. Proposal 1
would also allow the Commission to release SCE’s Bundled Peak Demand on a
quarterly basis.

20. Proposal 1 goes further than this Decision, however, in showing
SCE’s “existing and planned contractual resources.” These are the resources SCE
has or will have to serve its bundled service customers. | A market participant who
couples this data with the Bundled Peak Demand will know SCE’s annual net
short — the gap which SCE will need to fill. Indeed, Proposal 1 appears to provide
SCE’s generic resource needs, i.e., net short and net long, on both an annual and a
quarterly basis. As noted above, there is already considerable public information
available on SCE’s supply. However, Proposal 1 appears to provide complete
information on the net short to market participants for 2009 and beyond in a
simple format and readily underscanaame format.

21. As Dr. Plott has stated: “To see how this could harm SCE’s
customers, it helps to look at a simple example. For example, if you're a

quarterback, the best way to make sure the fans see your team score a bunch of

exciting touchdowns is certainly not to invite opposing team members into your

huddle. Just as you know you should withhold information from the other football

team, you also know that you should hide your cards from your poker competitors,
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and that you should avoid telling the used-car salesman how much money you can
spend on a car.”

99. Thus, the impact of the Decision to permit public disclosure of the
Bundled Customer Peak and Direct Access Peak is exacerbated by the Notice of
Intent. The Notice of Intent would release supply-side data — how resourced SCE
is. The Decision, if not set aside, would release demand-side data — how much
SCE’s Sundled service lcustomers need. This information, combined with other
publicly available information, provides a fairly comprehensive assessment of
SCE’s needs to buy and sell power 1n the competitive marketplace.

93.  Since SCE’s customers pay for power, it is they who will ultimately
be harmed should market participants see it and use it to their advantage.

I declare under penalty of perjury under the laws of the State of California
that the foregoing is true and correct.

Executed on June 9, 2005 at Rosemead, California.

Tl 1 Can

VIN R. CINI
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